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Direct Costing, A Regress?
Dr. HELENE M. A. RAMANAUSKAS
Master of Business Administration
Graduated Economist—M.A.
Certified Public Accountant
Lecturer of Accounting
De Paul University, Chicago, Ill.

Introduction
During the past decades, businessmen have
continually become more aware of the vital
importance of the forward-looking aspect of
their activities. They learned that almost all
of the decisions which they are called upon
to make must be considered in the light of
their effects upon future operations.
Because of this increased awareness, the
accounting profession was faced with the
necessity of modifying and refining its tools,
originally constructed only for periodical finan
cial reporting, to provide in addition, the in
formation management needs for day-to-day
decisions.
In the field of cost accounting, successful
attempts to overcome weaknesses in the con
ventional reporting methods were made by
developing attachments in form of supple
mentary reports, special analyses and break
even charts. In addition to this modifying and
refining of the conventional methods, a new
method has been developed, the direct cost
method, which is supposed to give without
the necessity of preparing additional time
consuming reports, more meaningful results
to management and those faced with day-today decisions on the basis of cost accounting
data.
The literature of the last 24 years is full
of attempts to appraise this new method in
regard to its merits or demerits. Some account
ants saw in it a new revolutionary discovery
which will have fundamental influence upon
the whole basis on which the conventional
accounting theories rest. Others considered it
such a regress1 that “the progress of the last
500 years will be gone by the boards” if it
became generally accepted.
Since this pro and con battle is still going
on, there is probably more to the whole con
troversial issue than appears on the surface.
This certainly would justify a reappraisal of
this unsettled issue in the light of today’s
knowledge of other recent developments.
It might well be, that now, where account
ing has been obviously caught in the rapid

changes of fundamental thinking, we might
evaluate earlier developments, such as direct
costing, with a broader understanding.

Orthodox Cost Methods v. Direct Costing
The basic underlying assumption of all socalled orthodox cost accounting methods
which are considered proper accounting pro
cedures,2 is to combine fixed and so-called
variable manufacturing overhead costs and to
relate the two groups3 of cost as a unit to the
prime costs which closely parallel their in
cidence. The allocation of these manufacturing
costs to the products produced in a certain
period is accomplished at an estimated rate
based on actual or predetermined volume. This
absorption procedure can result in over-orunder absorbing of manufacturing burden.
The reason for this over-or-under absorption
of manufacturing overhead lies in the fact that
the orthodox cost accounting methods estimate
in advance the total of manufacturing cost to
be incurred, as well as the quantity of product
which would bear such cost. If either actual
cost or production volume differs from the
estimates, supplementary analyses are required
in regard to the various components causing
the variances from the estimates.
The orthodox methods also disregard the
basic knowledge that certain of these man
ufacturing overhead costs will remain con
stant regardless of the quantity of product
produced, while others will fluctuate with the
level of output, just as would the prime costs.
These weaknesses of the orthodox methods
were overcome by creating such devices as
the flexible budget and the break-even charts
as means to facilitate management decisions
and cost control.
The direct cost approach attempts to avoid
all these supplementary reports and additional
devices, because its protagonists assume that
management becomes confused by the account
ing lingo4* explaining this cost-volume-profit
2 Committee on Accounting Procedure, Account
ing Research Bulletin #29, American Institute of
Accountants.
3 Robert Beyer, “Is Direct Costing the Answer?”
Journal of Accountancy, April 1955.
4 Oswald Neilsen, “Direct Costing—The Case For,”
Accounting Review, January 1954.

1 James Don Edwards, “This New Costing Concept
—Direct Costing?” Accounting Review, October
1958.
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(b) Cost of that labor against which units
of goods produced can be reported,
and
(c) Cost of direct production expenses
which vary directly or closely in pro
portion to production activity.
Direct costing results, therefore, in a segre
gation of those manufacturing costs which are
fixed and those which vary directly with vol
ume. Only the variable portion of manufactur
ing expenses is used together with the prime
cost to value inventory and cost of sales. The
fixed portion of manufacturing cost is applied
as period cost and is charged to profit and
loss.
The advocators of the direct cost approach
see this division of manufacturing costs ac
cording to their characteristics of movement
as a basic necessity for cost control and they
claim that the conventional practice of as
signing fixed overhead costs to products on
the basis of standard burden rates not only
fails to accomplish anything, but actually
confuses by obscuring the true nature of costs
and their behavior.
As proof of their opinion, the spokesman
for the direct cost approach always present
comparisons of Profit and Loss Statements
prepared under traditional and direct costing
methods.
In conventional profit and loss statements
during times of decrease or increase in pro
duction volume an under-or-over absorbed
overhead balance appears, which calls for
additional analysis; the nonconventional profit
and loss statements under the direct approach
show the figures free from such influences. A
comparison and understanding of the variances
in the results of several years is possible with
out any additional analysis and explanation.
This is the result of the exclusion of fixed
manufacturing overhead costs in valuing cost
of production and inventory. Inventories and
production are identified only with the con
trollable items which can be calculated in
advance by engineering methods to stand as
“bogies” to be attained.7
The direct cost approach supporters intend
to place manufacturing and merchandising
companies on a similar basis as far as “cost
of product” is concerned, because production
volume and/or sales volume, according to
their opinion, does not affect the “procure
ment” costs8 of either type of company. One,
so they argue, manufactures its product at
known direct costs; the other purchases its
merchandise at definite purchase prices. The
only difference is that manufacturing com
panies, when establishing their gross monthly

relationship. They see in the costly process of
overhead allocation a possibility of arbitrary
judgement subject to human error.
Under this direct cost approach, in addition
to direct labor and direct material (prime
costs), only those manufacturing costs are
identified with the product which are con
veniently traceable to them. All other items
of manufacturing costs are considered to be
overall costs of operation in the period of
occurrence and are charged to profit and loss
of the period.

The Direct Costing Philosophy
Is direct costing actually a modification of
traditional cost accounting methods, or does
it represent an altogether different costing
philosophy?
Direct costing is a certain type of emphasis
on the elements of costs of operating a busi
ness, an approach from the managerial view
point. Although the theories lying behind the
direct cost accounting approach embrace the
whole field of cost accounting, the most inter
esting and perhaps the most unorthodox
aspect thereof, is that which pertains to the
subject of accounting for overhead costs.
The basic difference in accounting for man
ufacturing expenses is their recognition accord
ing to their nature, their significance and
their behavior. The direct cost approach
distinguishes between costs of producing, the
costs of being ready to produce and those
capable of producing. Only costs which result
from current production are admitted by the
direct cost approach to be product costs.
Those which result from the long-term pre
serving and availability of productive poten
tial are said to be period costs.5
In describing this new viewpoint in regard
to manufacturing cost and the basic principles
of direct costing, J. H. Harris,0 the pioneer of
this new unorthodox method, expresses him
self as follows:
“The divorcement of indirect factory ex
penses which go on regardless of production
activity from standard manufacturing costs
results in a new conception of manufacturing
cost.”
The remaining standard costs of this type
consist of only three kinds of items, all of
which vary directly or approximately in pro
portion to units of goods products. These are:
(a) Cost of raw material and packages,
which go into the finished unit of
production
5 John A. Bekett, “An Appraisal of Direct Cost
ing,” NACA Bulletin, December 1951.
6 J. H. Harris, “What Did We Earn Last Month,”
NACA Bulletin, January 15, 1936.

7, 8 Op. cit.
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Discussion and Evaluation of the Assumptions
Underlying Direct Costing

margin or spread between direct costs and
selling price, has to provide for indirect factory
expenses (or in other words, the fixed portion
of manufacturing costs) as one of the costs of
doing business, along with administration,
warehousing and selling expenses.
The use of direct costs in the case of man
ufacturing companies naturally increases the
necessary spread between product cost and
selling price, or the gross profit. The cost of
individual product units in direct costing is
smaller because of the elimination of the
fixed element of manufacturing costs. When
the sales volume decreased and the volume
of production remains constant, this prevents
a capitalization of fixed overhead expenses
in finished goods. This fact is considered by
the direct cost advocators to be especially
advantageous in times when the saleability of
the finished goods is questionable, because
management becomes aware much sooner
that the company’s sales volume is no longer
able to absorb this fixed overhead and a
further investment in buildup of inventory
would be senseless.
Direct costing is considered, therefore, a
valuable safeguard against unhealthy and un
warranted capitalization of fixed manufacturing
costs in inventories during depression times.
The segregation of costs on profit and loss
statements according to their behavior au
tomatically calls for cost control, and the data
for the control and budgeting procedures are
more easily attainable. Thus, budgets of cost
expectancy can be set up for variable costs
on the basis of the amount of production that
is expected in a given period of time. Based
upon volume of production, the actual cost
can be contrasted with or compared with the
budgeted allowances at the volume of activity.
If, during that same period of time, fixed
costs are expected to be continuous and un
varying, the budget for those fixed costs also
could be set up and budgeted cost could be
compared with actual cost, either at the end of
that period, or within the period in order to
obtain effective cost control.
This type of segregation of costs also per
mits a quick computation of the break-even
point for the business activity.
Summarizing, it seems that direct costing
is not only a modification of the conventional
cost accounting theories, but also it is a differ
ent costing philosophy which through segre
gation of the costs according to their behavior
attempts to put emphasis on the aspect of
cost control rather than on the time-honored
principle of profit determination.

Let us now evaluate the assumptions behind
the direct costing philosophy previously dis
cussed, and point out their possible divergences
from sound accounting practice and the effects
they may have on cost and internal reporting
techniques as well as on financial statements.
The direct cost philosophy rests upon two
basic assumptions, both of which are open to
question,9 namely that fixed manufacturing
costs do not represent costs of production,
and that the fluctuations in burden absorption
are an impenetrable mystery to management.
The segregation of the manufacturing costs
into fixed and variable portions, doubtless
provides very useful fundamental information
for management about the cost structure with
which it is confronted, in terms of the behavior
of costs in the face of changes in volume or
plant activity. This information, however, is
also easily available on the basis of conven
tional methods, and can be made even more
fruitful for management’s purposes if it is
presented in the form of a supplementary
analysis.
The separation of the fixed portion of man
ufacturing expenses and the different kind of
accounting treatment under the direct cost
approach tends to mislead to the opinion that
the fixed portion actually represents a different
type of cost. It is a well known fact that this
is not true. There are many kinds of cost
where even for the layman a fixed and a
variable portion is easily recognizable, which
is overlooked under the direct costing approach
and there are many expenses where the de
cision as to which group they belong to is only
a matter of opinion or depends upon manage
ment’s policy and intention. Because of this
fact, a comparison of cost of goods sold and
inventories of different companies becomes
impossible. The opinions in regard to the
behavior of the costs may differ or the internal
situation may call for different classification.
Even the literature advocating direct costing
is full of different suggestions for classifications
and it seems that, as yet, no agreement exists
on this important point.
Furthermore, there seems to be no con
formity in regard to the degree of exclusive
ness of application. Some of its proponents,
and in this group belong nearly all of the
direct costing approach pioneers, regard it as
limited to the computation of product cost for
purposes of control and analysis and are
willing to have the income statement report
9 George Frank, “Will Direct Costing Theory Stand
Inspection,” NACA Bulletin V 34, December
1953, p. 490-499.
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the net income on the full cost basis. Others,
however, would not recognize as direct cost
ing any procedure which does not rigidly
exclude fixed costs throughout and does not
control the profit and loss statement.
It could also be mentioned that the term
‘‘direct costing” is not a completely satisfac
tory one because it does not reasonably des
cribe the underlying concept. According to
the term, a concept could be expected which
only regards direct or prime costs as product
costs and treats all overhead costs as expenses
when incurred, and not one which only ex
cludes the fixed portion of the manufacturing
cost for product cost determination.
The next basic assumption, used often as
primary justification for the necessity of the
direct costing concept, is that management
becomes confused by the accounting “lingo”
explaining the cost-volume-profit relationship.
However, direct costing does not provide
a solution either to the problem of fluctuating
unit costs, or for over-or-under absorbed bur
den balances. It only avoids them by not al
locating the fixed portion of overhead.
Since the recognition of the marginal costing
concept in the 30’s, especially since World War
II, considerable progress in development and
refinement of reporting methods (break-even
analysis, flexible budgeting, and variance anal
ysis) has been made, giving more assistance
to management in making its decisions. Con
siderable progress also can be listed in
management’s ability to understand that the
level of production has as much effect on
profits as the level of sales.
The analysis of the over-or-under applied
burden balances into seven possible variances
provides management with such valuable
and enlightening information that eliminating
the burden balances seems unjustified from
this viewpoint.
Another major argument in favor of direct
costing is the simplicity of the method and its
procedures. To simplify, however, does not
necessarily mean to improve. As already dis
cussed, direct costing over-simplifies concepts
and procedures at the expense of accuracy. It
seems very unlikely10 that the cost accounting
segment of the accounting profession would
desire to scuttle the results of progress in
refinement in the interest only of greater
simplicity.
The direct costing philosophy is also con
sidered in extreme divergence with generally
accepted basic accounting principles. One of
these is the belief, in matching costs and
revenues, all costs rank alike and are not

recovered from revenues in a preferential
order. Direct costing, however, excludes fixed
manufacturing costs from cost of goods sold
and they are recovered only from the gross
profit margin.
In regard to inventory valuation, the gen
erally accepted accounting principles consider
“as cost, as applied to inventories, the sum of
applicable expenditures and charges directly
or indirectly incurred in bringing an article
to its existing condition and location.”10A The
direct costing approach excludes in evaluating
inventories, those portions of manufacturing
cost which are not directly identifiable with
the product. This results in understating not
only the inventories, but also the profits.
Direct Costing, A Regress?

The previous investigation into the philos
ophy of direct costing disclosed that it
emphasizes cost control at the cost of the
time-honored principle of profit determination.
Cost control, however, is only one of the many
goals and tasks to be accomplished through
efficient methods. Emphasizing one task at
the cost of all other goals does not seem
justified. The investigation further showed
that many of the advantages claimed for this
costing approach are logically undefendable.
The real importance of this new costing
philosophy, seems to be that it is one of the
tools of a much broader new development,
namely of managerial accounting. This field
is still in its early stages of recognition and
development. This new branch of accounting
sees as its goal, to serve management by pro
viding and analyzing data in addition to that
which appears on the conventional statements.
By accomplishing this goal, management is
supplied with sound bases for its decisions11
as to what product to produce, what volume
to produce and what prices to place on the
output.
Since there is practically no accounting
literature available from this point of view,
accountants have relied on literature outside
of their field. They have borrowed interrelated
knowledge from the fields of economic theory
and industrial engineering. The economic
theory especially provides advanced knowledge
in analyzing the relationship between cost,
selling price and volume of output. Direct
costing is an attempt to apply such kind12 of
economic analyses to the accounting problem
of the proper treatment of period and product
(Continued on page 17)
10AOp. cit.
11, 12 Maurice Moonitz and Carl L. Nelson, Develop
ments in Accounting Theory, Accounting Review,
April 1960.

10 S. R. Hepworth, “Direct Costing, The Case
Against,” The Accounting Review, January 1954.
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Pension and Profit Sharing Plans
Trends and Impact Upon the Economy
Methods of Funding and Benefits Provided
By: RUBY M. CRAWFORD, Attorney
Trust Department
The First National Bank of Atlanta, Ga.

only about ¼ of all workers are covered under
a pension plan.
With these figures, we get a picture of the
tremendous growth and widespread use of
these plans, which, because of the unusual
tax advantages flowing from qualified plans,
enable both the employer and employee to
accumulate personal estates and retirement
benefits ordinarily beyond their reach on after
tax income.
A qualified plan has the following advan
tages:
(1) To the trust: The income earned by
the trust, the market gains on trust assets
and forfeiture allocations are free from in
come tax. Naturally, this permits a much
more rapid growth of the fund.
(2) To the participant: There is no tax
liability to participants until benefits are
received or “made available.” Benefits re
ceived are afforded capital gains tax treat
ment, with only 50 % of the amount received
subject to tax. Ordinarily such payments
would be subject to normal income tax rates.
However, if the entire amount is distributed
within one taxable year after his separation
from employment, a long term capital gain
tax will apply or a maximum tax of 25%
under present rates. If the distribution is
made over a period of years after retirement,
an employee would profit from lower taxes
because of higher exemptions applicable to
persons over 65 and a probable lower income
tax bracket.

Today, there are over 54,840 pension and
profit sharing and stock bonus plans in exist
ence among companies of all sizes throughout
the country. Assets in these accounts total
95.2 billion dollars. Since 1958, the Revenue
Service has been approving about 27 plans
each regular business day, and if this trend
continues, the total number of plans in oper
ation will soar to 60,000 by the end of 1960.
Each year the number of newly approved
profit sharing plans gains over the newly
approved pension plans. Prior to 1956, the
ratio was about 1 to 2. Between 1956 and
1958, it was about 3 to 4, and during the first
two quarters of 1959, it reached 5 to 6. In
the first quarter of this year, 1,328 profit
sharing plans were approved as against 1,184
pension plans. Although profit sharing plans
have been edging up, this is the first time they
were actually in front. In the past decade the
number of all pension plans has increased 2½
times, with noninsured plans have the great
est growth. They have increased 4½ times
and accounted for 29% of all retirement plan
reserves in this country in 1959 as against 16%
in 1950. Recent figures showed 30 billion
dollars in assets in trusteed plans, as compared
with 17 to 18 billion in insured plans. It is
estimated that this figure will soar to 77 billion
by 1965.
You may be interested to know that retire
ment funds own 3% of the outstanding stocks
of all corporations. In 1959, the net acquisition
of corporate securities by retirement funds
came to about 38% of new equities issued,
as compared with 32% in 1958, 28% in 1957,
and 24% in the years 1954-56.
In contrast, purchases of corporate bonds
have decreased in the last two years. In 1959,
the net purchases of all corporate bonds was
1.1 billion or close to ¼ of all new corporate
bond issues. In 1958, the figure was 1.7 billion
and in 1957 was 1.4 billion which shows an
annual decrease of .3 billion. Mortgage invest
ments amounted to $567,000,000.00 which is
four times as large as in 1954. Consider the
fact that, even though these figures stagger the
imagination, only 9% of persons aged 65 and
over are receiving income retirement pay and

If paid to a beneficiary, and the entire dis
tribution is made in one year, the employee’s
beneficiary is entitled to capital gains tax
treatment on the amount received. There are
further tax advantages to his family or benefici
aries. For example, if distribution is made
because of the employee’s death, the entire
amount derived from the employer’s contribu
tions is exempt from Federal Estate taxes, and
the first $5,000.00 of this distribution is not
subject to income tax. If the estate is desig
nated as the beneficiary, the entire interest
would be subject to inclusion in the taxable
estate for estate tax purposes. Generally, death
benefits other than proceeds of life insurance,
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are free of Federal Estate Tax to the extent
from employer for more than adequate
that benefits are derived from employer con
consideration.
tributions, provided the beneficiary is other
6. Selling securities or other property to
than the estate of the deceased employee.
employer for less than adequate con
Finally, the employer’s contribution is tax
sideration.
deductible. He is able to buy $1.00 worth of If a trust engages in a prohibited transaction,
benefits for 48¢ if corporate profits are taxed the tax exempt status of the trust can be
at the maximum rate.
endangered.
It is fundamental that either type of trust
Any employer contemplating the use of
be prepared so as to qualify for tax exemption
purposes under Section 401 (a) of the In pension and profit sharing plans must realize
ternal Revenue Code and that the plan stay that the success of either plan involves a
qualified by not engaging in any prohibited definite undertaking or commitment, which
need not be burdensome nor inflexible. It is
transactions.
The United States Treasury Department simply a matter of tailoring plans to needs
passes on the qualifications of plans as to their determined by the size of the company, num
eligibility for favorable tax treatment. Gen ber of employees, type of employees, whether
erally, the Department is satisfied if the follow salaried or hourly, and the age, sex, length
of service and earnings of the employees. Ob
ing requirements are met:
jectivity in approach is essential.
1. That a permanent plan, in writing, has
Increasing numbers of employers, desiring
actually been put into effect and has
been communicated to the employees. to afford employees maximum incentive along
2. That the purpose of the plan is to offer with definite retirement benefits, are using
the employees a share of the profits or both types of plans. A profit sharing plan
should not be thought of as a substitute for a
retirement benefits.
3. That the plan is established for the ex pension plan, even though many times they
clusive benefit of the employees and are used to provide retirement benefits. Satis
factory retirement benefits from profit sharing
their beneficiaries.
4. That contributions to the trust fund are plans ordinarily are possible only for those
for the purpose of accumulating monies employees, usually the younger ones, who have
for distribution to employees and that substantial periods of remaining active service.
it is impossible for these funds to be In a pension plan, the benefit formula may be
used other than for the exclusive benefit designed to allow credit for years of past
of the employees and their beneficiaries. service, which makes it possible to provide
5. That the trust is created within the satisfactory retirement benefits for employees
United States and is valid and existing approaching retirement age.
under local laws.
Companies sometimes adopt only a profit
Thus the fundamental requirement is that sharing plan in order to avoid the definite
a plan must be established for the exclusive commitment of a pension plan where the
benefit of employees and may not discriminate contributions are subject to actuarial deter
in favor of highly paid employees, executives, mination and are independent of profits. It
officers or stockholders. It can exclude by is possible, however, to have considerable
classification, such as hourly, salaried, etc., flexibility in funding the cost of a pension
and it is customary to exclude those working plan. Minimum and maximum contributions
twenty hours a week or less or less than five are permitted and under some circumstances
may be omitted altogether. Basically, the pen
months per year.
It is also fundamental that the plan stay sion plan is intended to provide for the pay
qualified by not engaging in any “prohibited ment of definitely determinable benefits to
employees at retirement, such benefits being
transactions.” These include the following:
1. Engaging in any transaction which re related to such factors as years of service and
sults in a diversion of trust assets to the compensation received. The formal pension
plan allows an employer to fund future pension
employer.
2. Lending trust funds to any employer obligations over a period of years. Interest
without adequate security and without earnings on the funds of the plan reduce the
requiring payment of reasonable interest. dollar cost and the employer receives valuable
3. Payment by trust to employer or related tax benefits from his contributions to the
person of unreasonable compensation for cost of the plan.
Consideration of a pension plan resolves
services rendered.
4. Making services available to employer into two main parts—(1) the benefits to be
provided and (2) the method of funding those
on a preferential basis.
5.
Purchasing securities or other property benefits. A formal pension plan affords uni
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form and equitable treatment to all employees,
which promotes good relations and gives the
employees a better understanding of what
to expect. Overall stability of the work
force results in that employees are given
more opportunity for promotion when the
elderly employees are retired. A pension plan
should provide for the retired employee a
benefit which is adequate in relation to earn
ings before retirement, to enable him to main
tain, insofar as possible, his accustomed
standard of living considering other probable
sources of income. Usually it is considered
satisfactory if total retirement benefits, supple
mented by other sources such as social security,
average between 40 and 50% of his earnings
in the period immediately prior to retirement.

funds to the custody of a trust, or a Trusteed
Plan.
The various types of insurance include:
individual insurance or annuity policies, group
permanent contracts, group deferred annuity
contracts, split funding, terminal funding, de
posit administration or immediate participa
tion guarantee (IPG) contracts.
The trusteed plan is more flexible and more
adaptable to the needs of the employer. There
is a higher return from diversified income
which is not subject to Federal taxes and the
income is available for use. There are no agents’
commissions or sales expenses involved in
the trusteed plan, only the trustee’s fee. Pay
ments into the trust fund are not subject
to Federal or State premium taxes. In trusteed
plans, provision may be made to change
investment policy to suit changes in condition.
Also, the company has the right to change
the trustee. It costs money to get out of an
insured plan.
In the insured plan, there are hidden
charges in the premium cost. Insurance com
panies pay 7½% tax on earnings, but the
income in trusteed plans is exempt. Insurance
premiums must be paid each year whether
the corporation has met earnings or not. The
insurance companies use as their “number one
selling point” the guarantee of a 3% yield and
future benefits. The yield in trusteed plans,
while not guaranteed, will usually be larger
unless there is a complete collapse of our econ
omy. Many companies are converting from in
sured to trusteed plans, despite the rather
substantial cost to switch over, believing that
the end results will be well worth while. There
is also a trend toward increased benefits rather
than decreased costs. Some profit sharing
plans also provide for life insurance. Treasury
regulations limit the amount of insurance in
a profit sharing plan to ½, but most agree
ments are drawn restricting the amount to
be placed in insurance to ⅓ to eliminate
any possibility of disqualification.
Fundamentally, a profit sharing plan is an
arrangement whereby an employer agrees to
share part of his profits with employees.
This principle is not new but is literally as
old as business itself. Its history dates back to
1794 and there were 23 plans in existence
in the United States at the turn of the
century. It provides an effective way to accum
ulate funds for the retirement of employees;
enables executives in high tax brackets to
build an estate that would be practically
impossible from taxable income; serves as an
incentive to greater efficiency and increased
profits, and at the same time results in sub
stantial tax savings for both the employer
and employee. One prime advantage it has

Actual cost is said to be the benefits paid
plus administrative expenses less investment
earnings. Normally, the cost of benefits for
service after a plan is begun, is spread over
the future working years of employees, where
as, the past service cost, which is the cost of
benefits arising from service rendered prior
to the adoption of the plan, may be liquidated
in a variety of ways by spreading the cost
over a given number of years, or it may be
and, this is permissible, that the past service
cost is never fully paid up but only the interest
on that cost is paid each year. The normal
cost and interest on accrued liability is the
minimum cost of a pension plan allowed by
the Treasury Department if it is to be
approved. The maximum annual tax deduction
allowable for past service liability is 10%
of the total, the minimum 3% interest on
the unpaid balance.
Some of the factors considered in arriving
at the cost of funding a pension plan are: the
number of eligible employees, male and fe
male, separately, ages, average compensation
of each, the number of employees who event
ually will be expected to become entitled to
benefits, rate of interest return on pension
fund assets, rate of mortality before and after
retirement, rate of withdrawal or turnover,
exclusive of deaths and disability terminations;
rate of disability terminations; rate of future
salaries; rate of retirement; level of expenses
to be paid from pension fund; type of em
ployment, executive, white collar, blue collar,
etc., the type of industry, and the degree
of conservatism in the plan. Once the employer
or board of trustees decides on the benefits
to be provided and degree of funding, then it
must choose the funding medium. Basically,
there are only two media for financing a
pension plan. One is to insure the benefits
with an insurance company. The other is to
self-administer the plan and transfer the
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American Woman’s Society of Certified Public Accountants

All officers and directors of the American Woman's Society of Certified Public Accountants attended the organ
ization’s annual meeting in Philadelphia, September, 1960. Seated: Beth M. Thompson, treasurer; Grace Highfield,
secretary; Gertrude Hindelang, president; Winifred D. Owens, 1st vice president; and Mary F. Hall, 2nd vice presi
dent. Standing: Margaret E. Lauer, Lucille Preston, Katherine Pfeifer, Mary E. Ruddy, and Catherine M. Ryan.

over other employee benefits plans is that annual contribution from profits to a trustee
the company avoids a commitment to make for investment in behalf of participants of the
a fixed contribution each year irrespective trust. The trustee allocates annually among
of earnings. The contributions are based on the participants, according to predetermined
profits: no profits—no contributions; small allocation formula, each participant’s share
profits—small contributions. A limitation of of the company’s contribution; his own con
15% of compensation of participants under tribution, if it is a contributory plan, earnings
the plan—not total payroll—is placed on the on investments, market gains, and forfeitures.
amount a company may contribute in any There are many methods of allocating, some
given year. The size of a company has no in designed to give weight to longevity and to
fluence upon the value of a plan. Just as large favor lower salaried employees. The point
enterprises have experienced phenomenal or unit system is often used as a method of
success with their profit sharing plans, small allocation.
companies, too, have found their plans ben
Under a typical trust, his share will vest
eficial. The Council of Profit Sharing In over a period of years, or perhaps he may
dustries, whose membership consists of have immediate vesting, depending upon the
employers in the United States and Canada provisions of the plan. The trend is toward
with profit sharing plans, reports that about earlier vesting, with most plans having pro
25% of member companies have less than visions for 100% vesting in five to ten years.
51 employees, and 60% have less than 300. The present trend seems to be toward 10%
Briefly, the mechanics of a profit sharing per year. Vesting is keyed to discrimination.
trust are as follows: The company makes an The share of the participant’s account is
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usually paid in full upon death, at normal
retirement, or for disability. If he terminates
for some other reason, he is paid in some
manner the amount of his vested interest. The
balance is forfeited and credited back to the
accounts of the remaining participants in the
next year’s allocation of forfeitures. Inci
dentally, a forfeiture is that portion of a
terminated participant’s account which has not
vested at the time he terminates his employ
ment and which is subsequently reallocated
among the remaining participants. Forfeitures
are of particular value to qualified profit shar
ing plans and together with trust income and
market gains will often result in a substantially
higher or above the average yield for the
plan.
While a definite contribution formula is no
longer required, it is usually desirable as
employees are more likely to respect an ex
pressed commitment than where the company
reserves the right to determine what the con

tribution will be each year. If the company
is on an accrual basis, the contribution must
be paid by the date required for filing the
company’s tax return, plus any extensions,
which as we know is 75 days following the
year end, unless there is an extension, and
if on a cash basis, the contribution must be
made by the last day of the company’s fiscal
year end. If the plan is a no formula plan,
the board of directors must declare before
the year end, the sum to be contributed for
that year. Numerous companies have reported
substantial savings in production costs, greater
efficiency, and more esprit de corps and en
thusiasm among employees. One firm cut the
value of wasted paper from $30,000.00 in
the first year of profit sharing to $5,000.00
in the second year, and in the third year to
none. Three years’ profit sharing by another
concern saw more production by 87 workers
on a 40 hour week than by 140 in a 48 hour
week before its adoption.
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A profit sharing plan may provide for (1)
retirement benefits (2) death benefits (3)
disability benefits (4) loan provisions to buy
homes, educate children, etc. (5) withdrawal
provisions (6) termination benefits (7) sick
pay (8) hardship situations (9) supplemen
tary unemployment benefits, and possibly
others.
The creation of group trusts has made it
possible for employee-benefit plans of any
size to achieve all investment advantages pre
viously available to only the largest plans.
There has been general acceptance of this
concept as a means of acquiring (1) increased
security through broader investment diversifi
cation (2) higher rate of investment earnings;
(3) maximum liquidity of funds for any cash
requirements; (4) sound, professional invest
ment management and (5) lower costs.
The group trust program is based on three
primary principles:

the employees’ contributions are voluntary,
rather than obligatory, and the employer’s
contributions are not geared to the employ
ees’ contributions, the plan may qualify
even though it permits employees to con
tribute up to 10% of their compensation.
Permitting employees to make contributions
in excess of 10% would be unreasonable.
(Rev. Rul. 59-185, I.R.B. 1959-21,11).”
Another significant trend in today’s plans
is in the investment of funds. The investment
provisions are more liberal than formerly in
that some plans once restricted to purchases
of bonds now permit the purchase of stocks
and quite often, real estate. They may limit
the amount that may be invested to 10, 30,
50% of total investments or whatever amount
may be decided upon. Investment matters now
require considerable time, thought, and study.
General Electric’s pension fund, which is in
excess of 868 billion dollars, requires the
time and talent of 14 full time investment
analysts. Many other large companies, such
as Sears, Roebuck & Company and U. S. Steel
Company have plans that are managed by
company trustees rather than corporate
trustees.
In a recent paper on the mounting cost of
fringe benefits, Mr. Frank L. Griffin, Jr., vice
president and actuary of The Wyatt Company.
revealed some interesting figures. Following
are some excerpts: All of us are aware of
the rapidly mounting cost in recent years of
expenditures for security plans and other
fringe benefits. When kept under reasonable
control, enlarged benefit programs are a sound
manifestation of an improved standard of
living. The day has passed when valuable
considerations of a job, other than direct
salary or wage, deserve to be characterized
merely as "fringe benefits.” They have become
much more than that. The cost to the average
employer for these indirect compensation pay
ments is already close to 25% of payroll, and
some experts suggest that the time may not be
far off when the figure will approach 50%. In
terms of cents per hour and dollars per em
ployee, these expenditures amount to nearly
50¢ an hour and $1,000.00 per year per
employee. Ten years ago, 15% of payrolls
was devoted to fringe benefits, 30 years ago,
the figure was less than 5%. The dollar cost,
of course, mounted much more rapidly, the
combined effect of higher payrolls today and
the higher percentage devoted to fringe ben
efits being about 30 fold increase in dollar
costs per employee today than in 1950. The
reasons for this phenomenal growth are many.
In an era of high taxes, combined with wage
controls and legislation favorable to insurance
and deferred benefits, nothing was more

(1) A large fund can be invested more
soundly and more economically than
a small fund.
(2) A large fund is in the best position to
take full advantage of the organized
continuous research on which sound
investment decisions are based.
(3) Affords diversification to the smaller
plans usually available only to the
larger ones.
As you know, we have contributory and
noncontributory plans. The trend is toward
noncontributory ones. While the contributory
plans have some worth-while advantages in
that they encourage thrift among the em
ployees and build up larger benefits faster
and the investment income is not subject to
income tax until withdrawn, there are also
some disadvantages. They are not conducive
to the best employee relations and the em
ployee sometimes resents the fact that he
must pay income tax on benefits he receives
as a result of his contribution while those of
his employer are tax deductible. Their con
tributions also present administrative prob
lems. Actually, the net cost of the plan will
be less if the employer pays the entire cost.
If there is a termination, employee contribu
tion must be refunded with interest, usually
at the rate of 2½% to 3%. In some plans,
employee contributions are permitted, in
others are mandatory, and prohibited in others.
A recent Treasury Ruling published in the
Estate Planner’s Letter may be of some in
terest: “A pension and profit sharing plan
which requires employees to make burdensome
contributions (usually anything in excess of
6% of their salary) is discriminatory. But if
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natural than an expansion of such benefits.
Part of it was due, however, to the adoption
by the Federal government on a national scale
of the principle, “Go now, pay later.”
How many persons realize that, already,
the young entrant into Social Security cover
age will have to pay (and have paid) on his
behalf, contributions equal to 169% of the
value of the benefits he can expect to receive?
Present members are paying 42%. About 42%
of current employer payments for fringe ben
efits are payments for time not worked, paid
vacations and holidays, sick leave, jury duty,
and other absences compensated, rest periods,
travel time, “get ready time” and so on. Inci
dentally, how many of us have ever computed
that two coffee breaks a day may entail a cost
of as much as 8 to 10% of payroll, a cost in
excess of that of most industrial pension plans.
Accounting for 40% of total fringe benefits
payments by employers are the so-called “em

ployee benefits” including costs of pension and
profit sharing plans, life, medical, surgical, and
hospitalization insurance, private unemploy
ment benefit funds, bonuses, etc.
Pensions account for the largest portion of
the 40%, with insurance plans next. Employ
ers should remain alert to the best means of
financing their employee benefits so that they
will derive the most benefits for the lowest
cost. In pension and profit sharing plans, long
range planning, through the medium of trust
fund financing, may mean savings in unit
costs of 20% or more. This results largely
from the investment diversification available
to corporate trustees, with resultant capital
growth, as well as improved yields.
The foregoing is the first of two articles on
Pension and Profit Sharing Plans, based on
papers presented at the joint annual meeting of
the American Women’s Society of Certified Public
Accountants and the American Society of Women
Accountants in Philadelphia, Pa., September 1960.

Tax News
Louise A. Sallmann, C.P.A.

Deferral of income is back in the “Tax
News” in bold-face type these days. Not since
the 1954 Code Section 452 furor, and subse
quent reversal in 1955, has there been so much
activity in this area.
In 1957 the Supreme Court held that the
Automobile Club of Michigan (353 US 180)
was taxable on the entire amount of the
annual dues in the year of receipt. It rejected
the taxpaper’s allocation of such income on a
time basis (1/12 to each month) as “purely
artificial.” The Court of Claims followed this
decision in the “American Automobile Associ
ation, CT. CLS., 181 F Supp 255.,” case. The
issue is practically identical except for a
variation in the time method. However, the
Supreme Court now has granted certiorari in
the latter case .... hence, all the excitement.
Various tax-services are voicing opinions as
to why the Supreme Court has taken this
action. The consensus seems to be that cer
tiorari has been granted to clear up the un
certainty created by the Michigan decision
as evidenced by conflicting interpretations of
it by the Second and Seventh Circuits. The
Second Circuit in Bressner Radio, Inc., 266
F2d 520, held that an accrual basis taxpayer
could defer the unearned portion of charges
made under television service contracts. This
decision had the effect of reducing the Su-

preme Court’s decision in the Michigan case
to a mere factual determination. Subsequently,
the Seventh Circuit in Streight Radio and Tele
vision, Inc., aff’g 33 TC 127, held that a tax
payer could not defer the unearned portion of
charges made under similar television service
contracts, under the principles of the Supreme
Court decision in Michigan.
The latest headline is provided by the
Eighth Circuit Court in its decision to allow
a dance studio to defer the unearned portion
of a contract price (even if prepaid) for dance
lessons. It holds that the real question is
whether the taxpayer’s accounting method re
flected its true income.

Where do we go from here? It is hoped that
the Supreme Court will adopt the more real
istic Bressner viewpoint and hold that prepaid
receipts are not income until earned by the
accrual basis taxpayer. There is nothing in
the “claim of right” doctrine laid down in
the North American Oil, 321 US 219, to the
contrary. In this case, the Supreme Court
merely held “earnings” received under a claim
of right was taxable when received although
the taxpayer may be required to return it later.
Possibly, Congress might take note of all
this controversy and reenact a modified version
of the repealed Section 452 and 462!
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Budgets-Types and Purposes
By MARGARET G. CONLEY, C.P.A.
International Business Machines
Corporation
Member San Francisco Chapter A.S.W.A.
BUDGETS—A WORKING TOOL
Nineteenth century American business is
almost synonymous with the industrial tycoon
—the one man show—the individual who
combined business genius with a certain lack
of scruples to build an industrial empire. But
the twentieth century has seen the passing of
the species. Government and organized labor
have outlawed ruthlessness toward competition
and workers; the complexity of modern busi
ness transactions has doomed the one man
show, except in the very small enterprise. So
the new century has produced a new breedscientific management. With the latter has
come a new vocabulary—such terms—as re
sponsibility accounting, management by ex
ception, break-even
analysis, operations
research, and industrial dynamics—all tools of
the trade, some still in the development
process. To date the most effective working
tool of scientific management is budgetary
control. Budgeting is a managerial function;
its purpose is to assist management in its
three basic areas of planning, coordination,
and control. With the exception of its role in
securing credit, the budget is for internal use
only.

of the plan contributes to the establishment of
goals.
The budget eliminates executive bias and
provides a unified and balanced program
for all departments. Advance planning tends
to reveal weaknesses in the organizational
structure; as plans are developed and respon
sibility delegated, overlapping areas of
authority will be discovered. The budget
serves as a declaration of basic policy remov
ing the element of uncertainty as to objectives
which tends to sap energy and enthusiasm
at the lower management levels. Waste is
prevented by subjecting all proposed expendi
tures to thorough investigation. The budget
has an important role as an educational tool
in executive training. The success of the
budget can be measured by the extent to
which all executives are aware of the imme
diate objectives and their part in attaining
them.
There are three principal types of budgets.
The appropriation budget is common in gov
ernmental and institutional budgeting but has
a limited use in business. In appropriation
budgeting an amount is established as the
limit to be spent on a given activity and is
formalized by the board of directors through
an appropriation. The advertising and research
budgets are often appropriation budgets. The
fixed or forecast budget involves a plan which
is unchanging. Once the objectives are set,
they govern all activity for the budgeted pe
riod. Their primary usefulness is in the plan
ning and coordination function of management.
The variable or flexible budget permits revision
of estimates with changes in sales or produc
tion volumes. Injecting flexibility into the
budget is for control—to determine what costs
should be at various levels of activity.
The operating budget is dependent upon
basic policy decisions regarding investment
and the desired rate of return. Once these
basic objectives have been determined, the
detailed operating budgets can be prepared.
No place in the budgetary program is the
interrelationship of the various budgets more
apparent than in the sales budget. Once the
profit objective has been determined, the
next question is “What volume of sales must
be reached to yield the desired profit?” To
provide the answer the sales budget must be

What is the accountant’s role in the new
management picture? Although the prepara
tion of the budget should be the responsibility
of the various operating managers, the success
ful budget must be based on accurate
accounting data. The accountant’s contribu
tion is an invaluable one. This is a staff
function: to advise, to coordinate, and to
review. Here he has an opportunity to reverse
his traditional role of working after the fact
—converting others’ actions into hard cold
figures. Through the budgetary process he has
access to the inner councils of management,
to be a dynamic force in planning a company’s
long and short range objectives.
A comprehensive budget program is not
a simple task, but the rewards are substantial.
The fundamental purpose is to ascertain the
most profitable plan of action and to hold
the business to that plan. Most businesses
employing budgetary control find that its most
significant benefit is the participation of all
levels of management in the planning function.
The manager who will be held responsible for
the successful execution of the various phases
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prepared in dollar amount. However, the
sales forecast is also the backbone of the
entire operating budget; upon it will be based
the production, materials and inventory, labor,
and expense budgets. In these areas dollar
sales are meaningless; therefore, the sales
budget must also be expressed in physical
units by product. In order to efficiently
schedule production, maintain satisfactory
inventory levels, and aid in cash budgeting,
month-to-month sales must be estimated.
Orders received should be budgeted as well
as shipments.
The sales budget is prepared to serve as
a basis for all subsequent operating budgets
and for the long-range objective to aid in the
planning for capital expenditures.
In essence the sales budget determines what
goods can be sold, to whom, at what price,
and at what profit margin. It forces manage
ment decisions on product planning, pricing
policy, selection of distribution channels,
choice of sales promotional methods, territorial
expansion, and appraisal of competitive con
ditions.
The production budget is an estimate of
the physical units that must be produced to
meet the budgeted sales. It is the foundation
for the materials and inventory budgets, direct
labor, and manufacturing expense. Its purpose
is to coordinate all activity toward the most
effective utilization of resources. Physical pro
duction must be synchronized with sales de
mand, inventory and plant investment with
financial planning, and production costs held
to standards. The production budget is
normally stated in physical units although
in some cases it is necessary to use labor
hours, machine hours, or plant operating
hours. It includes the distribution of work
throughout the budgeted period to assist in
production scheduling and labor procurement.
In a multi-plant operation, production is
budgeted by plant. The objectives of the pro
duction budget are not always in harmony:
to have sufficient goods to meet sales require
ments; to keep inventory within reasonable
limits; and to produce the goods as econom
ically as possible. It must reflect the optimum
balance between stable inventory and produc
tion.
There are two interrelated aspects in
materials and inventory budgeting: the ac
quisition of the necessary goods or the pur
chases budget, and the maintenance of
satisfactory inventory levels or the inventory
budget. Materials of the right kind must
be delivered on time and in sufficient quantity
to serve the needs of production. The purpose
of the raw materials budget is to provide
quantity data to the purchasing department

so that raw materials purchases can be
planned to provide raw material cost figures,
to provide information for establishing inven
tory levels, to determine cash requirements,
and to serve as basis for raw materials control.
A major factor in determining profit is the
care exercised in inventory control. Excessive
inventories result in idle capital; increase the
cost of handling, storage, obsolescence, taxes,
and insurance; and risk losses due to price
declines. Inadequate inventory levels cause
unsatisfactory customer service, disadvantage
in purchase prices and transportation costs of
small quantities, higher internal processing
costs of purchase orders, production stoppage
for lack of materials, and labor problems from
irregular production which could be leveled
out by larger inventories. The materials and
inventory budgeting program strives for the
optimum balance among materials require
ments, purchasing, and inventory.
The direct labor budget estimates the direct
labor requirements necessary to carry out
production. It may specify direct labor cost
only, or both hours and costs. The most dif
ficult problem confronting American industry
is stability of employment, which in some
cases, particularly the food processing in
dustry, is in direct conflict with the nature of
the goods produced. In other industries, there
is a problem in resolving the conflict between
stable production and stable inventory levels.
The highest practical degree of regularity of
employment can be achieved only through
intelligent advance planning. The direct labor
budget determines direct labor in terms of
hours, number and kind of workers required,
and cost. It enables the personnel department
to plan recruitment activities, provides data
for cash budgeting, and becomes the basis for
direct labor control.
The manufacturing expense budget com
pletes the estimated cost of manufactured
goods. It includes all items that add to pro
duction costs not reflected in the materials
and labor budgets. In industries with high
plant and equipment investment, manufactur
ing expense is a significant portion of the total
cost. They are particularly suited to the var
iable or flexible type budget.
The distribution or selling expense budget
is developed simultaneously with the sales
budget since they interact upon one another.
For example, an increase in sales also increases
the sales commission expense; conversely, an
increase in the advertising expenditure should
result in increased sales. All expenses relating
to placing the manufactured goods into the
hands of the ultimate consumer are included
in the selling expense budget. The general
or administrative budget reflects all costs not
15

directly chargeable to selling or manufacturing.
Both the selling and administrative expense
budgets lend themselves to the flexible budget
ing principle.
Two characteristics make the budgeting
and control of expenses a difficult task: the
variety in the nature and types of expenses
and the dispersement throughout the organ
ization of responsibility for incurring these
costs. Expenses fall into three general cate
gories—fixed, variable, and semi-variable.
Fixed costs are those which remain constant
regardless of sales and production volumes
and often are recoverable in several budgetary
periods. Frequently, they represent long-term
commitments outside the responsibility of
the operating department involved. Variable
costs increase or decrease proportionally with
volume and are absorbed in one budgetary
period only. They are usually partially con
trolled by the department charged. Semi
variable costs have some of the qualities of
both fixed and variable expenses; they may
increase or decrease with volume but not
proportionally. Often they are geared to a
certain level of activity and then assume a
variable nature. Variable costs are usually
expressed as a rate per physical unit; semi
variable are stated per unit bracketed by
sales or production volume.
Variable expense budgets establish a com
mon denominator for measuring the effects
of changes in volume on costs; put the costs
of various products on a comparable basis by
relating them to plant capacity; give manage
ment an opportunity to study costs in their
elements of normal capacity, stand-by, and
variable; and call attention to the variance
between budget volumes and the capacity
provided for.
Variable expense budgets also provide the
needed information for breakeven analysis,
a device bearing a close relationship to budget
ing. The familiar breakeven chart plots the
fixed and variable costs for revelant levels of
activity and determines the sales volume re
quired to produce the desired profit. A more
descriptive term is cost-volume-profit analysis,
and it reveals the effect on profits of changes
in fixed costs, variable costs, sales quantities,
sales prices, or product mix. It is an excellent
tool for testing various alternatives in budget
ary planning.
In a long-range planning program the capital
outlay budget is second in importance only to
the sales forecast. Failure to anticipate ex
pansion needed to meet customer demand and
competition leads to a temporary or even
permanent loss of a company’s position in its
industry. On the other hand, undue optimism
results in idle capacity and over investment.

Since it is usually impossible to rectify an error
in capital expenditures without sustaining a
loss, the plans should be subjected to exacting
tests and thorough investigation as to the
probability of recovering costs through in
creased profits. This is the primary function
of the capital outlay budget. In general, the
budget includes all items not accounted for
in the profit and loss statement. The three
most common components are plant and
equipment additions and replacement, major
repairs to existing facilities, and capital
research. Specifically, the capital out
lay budget should determine the amount which
may be safely invested in improved facilities
or research; ascertain the increased volume
and earnings needed to justify the proposed
expansion; provide adequate plant capacity for
the sales and production budgets; plan spend
ing for the most advantageous time, provide
a basis for financing, restrict expenditures to
those authorized; and control costs. For intel
ligent capital planning, management needs to
know the total amount involved, the possible
sources of funds, the ultimate gain, and the
period of amortization and its effect on future
profits.
The basic financial policy of the company
must be determined before the operating and
capital outlay budgets can be prepared. Man
agement’s objective may fall anywhere be
tween the two extremes of restricting planning
to available funds with no increase in invest
ment or borrowing, or to secure the working
capital required to finance any project promis
ing a satisfactory profit. Once the basic princi
ple is established, the operating and capital
outlay budgets can be prepared. They, in turn,
serve as the basis for the detailed financial
budgets, which are the culmination of budget
ary activity. The three main areas are the cash
budget, the estimated profit and loss statement,
and the estimated balance sheet.
Many businesses prepare a cash budget as
the sole output of a planning program. This
is not recommended procedure, but does reveal
the acute vulnerability of a company’s cash
position. The failure of many an enterprise
can be traced to a lack of foresight in pro
viding adequate working capital to finance
current operations. The cash budget is a fore
cast of the cash position at intervals during
the budgeted period. It involves a detailed
estimate of the cash receipts and disbursements
and is thus dependent on the sales, purchases,
labor, expense, and capital outlay budgets. Its
broad purpose is to see that the business will
have cash when needed and to prevent idle
funds. The specific purposes of the cash budget
are to provide for seasonal fluctuations which
16
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necessitate heavy working capital to carry large
inventories and receivables; to indicate well
in advance when additional funds must be
secured through short-term borrowing; to serve
as a basis for obtaining the needed credit; to
assist in having funds available to take ad
vantage of favorable market conditions or cash
discounts; to spotlight the dates of maturing
obligations such as loan principal or interest
payments, taxes, capital additions, and divi
dend payments; to indicate funds available for
investment—the amount, time, and duration of
availability. The two prime characteristics of
cash requirements are the inflexibility of the
time element as regards disbursements and the
uncertainty of the receipts due to unexpected
variations in cash sales or collections. A margin
of safety is mandatory to protect against a
cash crisis. The degree to which the industry
is subject to wide fluctuations will determine
the margin of safety.
The estimated profit and loss statement is
prepared after the operating budgets have been
completed. Its purpose is twofold: to test the
adequacy of the planning as a whole, and to
reveal weaknesses in the individual budgets
not otherwise apparent. If the expected profit
based on the operating plan is unsatisfactory,
all or portions of the operating budget may
need to be revised. The ultimate goal of
budgeting is profit planning. Neglecting to
carry the program through to the final operat
ing statement could be a costly oversight. De
pending upon the nature of the business, the
estimated profit and loss statement may be
prepared for each major division, major prod
uct, or class of product.
As the estimated profit and loss statement
tests the results of planned operations, the
estimated balance sheet tests the financial
soundness of both the operating and capital
outlay budgets. Large profits resulting is an
unbalanced financial structure are no more de
sirable than losses. Statistical data is available
for various industries indicating sound operat
ing and financial ratios. Consequently, it is
most important that the estimated statements
include significant ratios.
The majority of the budgets discussed in
clude the same information now provided in
accounting schedules and statements. The dif
ference is in purpose: accounting records the
results of operations for a specific period;
budgeting predicts results for the future period.

costs. That direct costing, as of today, has not
yet been able to provide the multiple purpose
tool for cost control and profit reporting as
intended, seems of secondary importance in
the light of the new overall development. Its
primary importance lies in the fact that it
focuses attention entirely on the distinction
between variable and fixed cost, and it recog
nizes that costs are not simply a function of
either production or sales, but a combination
of both.

Alone, this attempt of emphasizing this
important interrelationship qualifies Direct
Costing as a worthwhile contribution within
the frame of dynamic accounting (which is
a steady flow of attempts to develop new
concepts, assumptions and methods in order
to increase accounting and reporting effici
ency) .

Direct costing also confirms the writer’s
belief that despite the fact that a new idea or
suggestion is actually found unacceptable, its
advancing is, in itself, a vital step forward
in the direction of truth and perfection. Almost
every new idea results out of a desire to over
come weaknesses in conventional tools and
theories, and their insufficiencies in copying
with the rapidly developing and changing
conditions of the economy of our days. Direct
Costing has at least forced the cost account
ing segment of the accounting profession to
thoroughly re-evaluate the conventional meth
ods used in relationship to present usefulness
and soundness: It also has convinced the pro
fession that accounting as of today needs mul
tiple purpose tools, capable of dealing with
profit reporting as well as with cost and output
control in an efficient and stimulating way.
Whether the present conventional methods
assisted by supplementary devices will be
adequate in the future, or whether true mul
tiple purpose tools will be developed to
replace them is still an undecided issue.
Seen in the light of all those vital changes
in the scope of accounting, Direct Costing
seems certainly not a regress, but an organic
part of a great new movement of broadened
accounting thinking and application. We, as
members of this dynamic profession, are better
aware of these revolutionary movements and
try to understand them, so that we, as author
ities like Prof. Moonitz and Prof. Nelson put
it,13 at least react rationally to the issues that
confront us, and are not torn asunder by the
demands of expediency or rendered impotent
by our own ignorance.

This is the first of a series of three articles
based on papers presented at the joint annual
meeting of the American Woman’s Society of Cer
tified Public Accountants and the American Society
of Women Accountants, held in Philadelphia, Pa.
September 1960.

13Op. Cit.
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Tips for Busy Readers
S. Madonna Kabbes, C.P.A.

PRINCIPLES OF ACCOUNTING, AD
VANCED-FIFTH EDITION, by Finney
and Miller. Prentice Hall, Inc., Englewood
Cliffs, N. J., June, 1960. 848 pages.
Those who have used previous editions of
the Finney and Miller series will want to be
come familiar with the Fifth Edition recently
released.
While the general plan of the book has been
maintained, much of the material has been
rewritten in order to include the latest de
velopments in accounting theory and practice.
As in the earlier texts, the treatment of
consolidations is extensive. In this edition the
consolidated income statement has been given
more emphasis than the consolidated balance
sheet. The authors have included numerous
illustrations of consolidated working papers in
developing both the cost and equity methods
of accounting for parent’s investment in a sub
sidiary.
The chapter on public accounts includes
typical illustrations of the transactions and
ledger accounts for the various funds usually
set up by a municipality.
Students preparing for the CPA examination
will find this text a valuable one; practitioners
will continue to use it as a dependable refer
ence book in matters relating to advanced
accounting subjects.

amount, in addition to contributing the com
puted percentage on current costs. This is a
minimum requirement if the plan is to be
considered as actuarily sound, and thus qualify
for tax deductions under Internal Revenue
regulations.
While this company formerly estimated costs
monthly and charged them to general admin
istrative expense, with a year-end adjustment
based on actuarial computations, they found
such a plan unsatisfactory in many respects.
After various studies were made, they decided
pension costs were directly related to labor,
and the costs should be charged in the period
in which the labor cost was incurred.

The actuaries worked out the various factors
to be considered in arriving at the monthly
costs to be charged to overhead. Any variations
at year end are then absorbed by an adjust
ment in the rates to be applied the following
year. The author says in their experience such
adjustments have been immaterial in amount.

The procedures this company follows in
applying the above plan of allocating such
costs to departments are outlined, covering
both the monthly charges and the year-end
adjustments.
The advantages resulting from the use of
this plan include: more accurate product cost
ings, improved bidding estimates, and better
departmental budgeting of pension costs.

ACCOUNTING FOR PENSION COSTS, by
R. M. Mathews, Jr. N.A.A. Bulletin, August,
1960, Vol. XLI, No. 12, pp. 19-26.
This article explains a plan used by one com
pany to compute accrued pension costs, and
to allocate such charges as part of the over
head cost of direct labor This company has
found the entry-age-normal-cost method to be
the most satisfactory. The cost of the pension
benefits is accumulated by accruing the same
percentage of the employee’s earnings each
year of his employment. In arriving at this
percentage various estimates must be made,
such as, how long the employee will receive
benefits after retirement, his future earnings as
compared with present earnings, and the inter
est rate which the invested funds will earn.
While applying a percentage, such as that
described above, will provide for the normal
cost accrual for that year, it will not take care
of past service requirements. If such costs re
main unfunded it will be necessary each year
at least to pay the interest on such unfunded

MORE DATA PROCESSING
TERMINOLOGY
Centralized Data Processing—Processing data
at one location for an organization that is
decentralized either managerially or geo
graphically. Decentralized data processing
involves processing at various managerial
levels or geographical points throughout an
organization.

Tabulating System—Any group of machines
capable of entering, converting, receiving,
classifying, computing, and recording data
by means of tabulating cards, and in which
tabulating cards are used for storing data
and communicating them within the system.
Data Processing—Rearrangement and refine
ment of raw data into a form suitable for
further use.
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Comment and Idea Exchange
Marion E. Davis

REPORT WRITING
As long as men and women make decisions
based upon information, there will be reports.
The assignment to prepare a report should be
considered not so much a chore as an oppor
tunity and a challenge.
A report has a job to do—a job of trans
mitting information. An outline is the map that
will take you on your report writing journey.
You can establish a good outline by:
—considering the purpose and scope of the
writing
—considering the readers
—choosing a specific working title
—selecting a method of approach
—making a preliminary list of major topics
—arranging major topics according to the
method of approach
—putting under each major topic the sub
topics which fit the category
—giving all topics specific captions
Remember, a good report should be practi
cal, complete, concise and clear.

POINTS TO PONDER
In looking to the opportunities ahead and
reviewing the qualifications necessary, we find
that tomorrow’s accountant must certainly,
above all, be versatile.
Management demands and requires real
use from every dollar spent. To serve this
management properly, the accountant’s job
is complex. Are we geared for this complexity?
John T. Garrity of McKinsey & Company
recently cited five deficiencies in accountants’
efforts to meet managements’ needs:
1.
Preoccupation with financial reports;
2. Accounting orientated, rather than oper
ations orientated;
3. Spotlighting “line” items rather than
programs;
4.
Failure to look beyond the year; and
5. Concern over accounting niceties rather
than management’s needs.”
Stand off and review these points—are you
guilty?

Opportunity rarely knocks until you are
ready, and few people have ever been really
ready without receiving opportunity’s call.
■—Channing Pollock

RECOMMENDED REREADING

The COMMENTS Editor commends Edith
Moore’s article in the October issue to you as
required rereading for all accountants as the
tax season approaches. As the expense account
problem becomes more and more intricate,
only well-informed accountants will be able
to guide their clients, or even themselves, past
the hazards of its traps and pitfalls and into
the haven of proper allowable tax deductions.

YOU FIGURE THE SAVINGS
Consider that today’s cash is available at
an interest rate of approximately 5 per cent
a year. Consider a volume of invoices which
offers 2 per cent cash discount for ten-day
payment. Obviously, the use of available funds
to take advantage of the discounts yields much
the greater return.
You figure the actual annual rate of return.
Amazing, isn’t it?

“Mechanical Accounting Application for
Small Business” by Theia A. Cascio in the
October issue does a good job of reviewing
the mechanized aids available for use by even
the smallest of small businesses.

NEW CHAPTERS
Please add to your directory Chapters 71
and 72, which were chartered during the
month of October.
Fort Lauderdale—Mrs. Dorothy B. Henckel,
C.P.A.
P. O. Box 2833, Pompano Beach, Florida
Youngstown: Miss Carolyn C. Marra
132 Fulton Avenue, Niles, Ohio

Again—your Editor requests your comments
and ideas. Comment or criticism of articles
published are always welcome as are com
ments or suggestions on subjects not hitherto
mentioned.
Be an active contributor, not just a passive
reader, and help make THE WOMAN CPA
grow.
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HOW TO
PREPARE FOR THE CPA EXAMINATION
IAS offers an intensive CPA Coaching Course which has produced
outstanding results. It is available only to competent accountants

qualified through training and experience to prepare for the
CPA examination. No attempt is made to teach general accounting;

the entire course is pointed directly at the CPA examination.

The need for special

coaching has been well
established by innumerable
experienced accountants

who have floundered
in the examination room.
They knew how to make

audits but they didn’t know

(1) how to analyze
problems for the

purpose of deciding
quickly the exact

requirements.
(2) how to solve

problems quickly,
(3) how to construct

definitions acceptable
to the examiners,
or

• The IAS-CPA Coaching Course has been designed for busy
accountants. The home-study method of tutoring is ideally
suited to CPA examination preparation. Maximum use can be
made of every available hour.
• The text material consists of 20 substantial loose-leaf
assignments totaling more than 800 pages. It includes hun
dreds of CPA examination problems and questions, with
solutions supplemented by elaborate explanations and com
ments, working sheets, side calculations, and discussions of
authoritative opinions.

• Written examinations at the end of each assignment re
quire solutions to problems of CPA examination calibre.
These are sent to the school where the grading, including
personal comments and suggestions, is done by members of
the IAS Faculty, all of whom are CPAs. Supplementary
review material is furnished to those who want to ''brush up”
on specific accounting subjects, at no additional cost.
The IAS booklet, "How to Prepare
for the C.P.A. Examination” is avail

able free upon request. Address your
card or letter to the Secretary, IAS . . .

(4) how to decide
quickly on proper

terminology.

INTERNATIONAL ACCOUNTANTS
SOCIETY, INCORPORATED
A Correspondence School Since 1903
209 WEST JACKSON BOULEVARD • CHICAGO 6, ILLINOIS

IAS IS AN ACCREDITED SCHOOL, ACCREDITED BY THE ACCREDITING COMMISSION OF THE NATIONAL HOME STUDY COUNCIL

